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Dear Ms, Dorich:

In accordance  with seclions 54.719(c) and 34722 ol the [Federal
Communications Commission’s roles, 47 CLUL §§ 54.719(¢), 34722, Virgin
lzslands Telephone Corp. dfbfa Innovative Telephone hercby aubmils an original and
four comes of 11z Reguest [or Review of Deoimon of the Universal Scrvice
Adinimislrator.

Also enclosed 15 a dupheate of this filing, which 1 would kindly appreciate
vour dalg-stamping. Please contact the nndersigned at (202) 719-7524 if you have
any questions regarding this [iling.

Enclosurcs
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Federal Commun|cations Commilsgion

In the Matter of (e of thy Sacretary

Reguesl for Review by

Virgin [slands Telephone Corp, d'b/s
Innovalive Telephone of Decision pf
Universal Service Administralor

CC Docket No. 95-45

ettt Vi’ et et et

VIRGIN ISLANDS TELEPHONE CORP. I/B/A INNOVATIVE TELEPHONE'S
REQUEST FOR REVIEW OF DECISION OF THE
UNIVERSAL SERVICE ADMINISTRATOR

I STATEMENT OF INTEREST AND 1SSUES

Pursuant to seclions 54.719(c), 54.721 and 54.722 of the Commission's rules,' the Virgin
Islands Telephone Corp. d/b/a lnnovanve Telephone (“[nnovalive™) heteby secks review of the
Universal Service Administranve Company {“US AC") manageinent respanse to the Independent
Auditor's Report HC-FL-042, which was a lollow-up andit to HC-2007-382 that evaluated
Innovative’s complianee wilh the requirements of the Federal High Cost Universal Service
Program for the peried from Inly 1, 2006 through Jone 30, 2007,

Innovative is not challenging any of the Auditor’s {indings or Lhe vasl majonly of
USAC?s detenminstions in ils management response o Lhe audil. Rather, Innovative secks
Commission review of a narmow issue — namely, USAC’s decision lo reject the Auditor’s

conclusion regacding the proper lreatinent of the deferred lax asset. USAC’s decision is contrary

: 47 C.F.R. §§ 34.719(c), 54.721, and 54.722.

! See Appendix A {Reporl on Follow-Up to Examination HC-2007-382, VITELCO-
Innovative SAC 643300, {or the Year Ended June 30, 2007 submitied by McBnde, Lock &
Assoclales (" Auditor’)), Appendix B (Leller to Joyce Campbell, Innovative, from USAC, High-
Cost und Low-Lucome Division (dated July 30, 2010)).



to written policies and guidelines of the National Exchange Camier Association, Inc. ("NECA™},
which were established in 2007 based ou guidance from the Commussion. These policies and
guidelines are set forlh in memoranda from NECA (o il3 inember companies dated March 9,
2007 and June 13, 2007 (copies attached as Appendix Cund Appendix D, respectively). For the
reasons st forh below, the Commission should reverse USAC's determination regarding the
treatinent of the deferred lax asset and direct USAC (0 calculale Innovyalive’s Inlerslale Commeon
Line Support (“ICLS™) and High Cosi Loop support during the audil period by incorporating all
applicable inlersiate deferred tax asset balances for Inuovative.”

II. STATEMENT OF FACTS

Innovalive is the incumbenl Ioeal exchange cammier in the U.S. Virgin Islands, operating
pursuant 1o a franchise granted by (he USVI Governmenl in 1959.% Innovalive is a Virgin
Islands corporalion and is headquartered on S1. Thoinas.

Prigr te July I, 2010, Innovalive was a rate-cf-retum regulated carrier al the inferslale

level.’ While subject 1o rate-of-return regulation, Innovative was a participaling member ol

2 The proper recognition of the inlerslale deferred tax asset would result in underpayments
to Innovative in the ainount of $2,820,844 for ICLS and High Cosl Loop supporl during the 12-
monih andit period ended June 30, 2007as related to Finding 2 of (he Audilor's Report HC-FL
(M42. With respect lo overall audit findiugs, the proper recognition of the deferred 1ax assel for
Finding 2 would reduce froin $6,016,971 to $3,196,127 the (otal recovery of high cost funds
from Innovative.

A Franchise for the Virgin Iselands Telephone Corporaltion (Ocl. 31, 1959); Aet No. 504 of
the Third Legislature of the Virgin Islands, Authonzing the Sale of the Virgin Islands Telephone
System, the Granting of a Franchise, and for Other Belated Purposes (approved Oct. 9, 1959),
1959 V.I. Sess. Laws pp. 193-202.

5 Petition of Virgin Islands Telephone Corp.. for Election of Price Cap Regulation and

Limited Waiver of Pricing and Universal Service Rules; China Telephone Company, FairPoin!
Fermont, Inc., Maine Telephone Company. Northland Telephone Company of Maine, inc,
Sydrey Telephone Compony, and Standish Telephone Company Petition far Conversion o Price
Cop Regulaiton and for Limited Waiver Relief: Windstream Petition far Limited Woiver Relief,
Order, 25 FCC Red 4824 (2010) {granting Innovative’s pelition lo convert lo price cap
regulation).



NECA, which reprezents mare than 570 rural ratg-of-return regulated telecommunicalions
carriers. NECA’s primary responsibilities involve preparing interstate access lari{fs and
adminislering related revenue pools on behalf of ils member companies.®

Pursuant 10 Commission rules, NECA collects cosl, demand, and revenue dala from ils
mentber companies thal are used in preparing the annual tanff filing sefting out inlerstate access
rales lo be charged o inlerstate access customers.” Member counpanies perfonming cosl studies
1nust submit costs, demand and access revenue data 10 NECA," and centify "Ihe data have been
examined and reviewed and are commplete, accurate, and consistent with the rules of the Federal
Communications Commission.™

The Commission rmandates the specific accounts and sub-accounts NEC A member
companies musl use in keeping their books of account for revenues, invesiments, und expenses
pursuant lo Parts 32 and 64 of its rules.'” Commisgiou accowiting rules specify the Lypes of costs
thal can be included m accounls, how carriers are required to separate their regulated coais from

nonrepulated cosls, and how Ie account for services and transactions between affiliates and these

member vompanies.”!

¢ MTS and WATS Market-Structure, Third Report & Order, FCC Docket No. 78-72, Phase
L, 93 FCC 2d 241,91 339 (1983 )i dccess Third Report & Order”).

? 47 C.F.R. § 69.601(a).
4 4., § 69.605(a).

v fd. § 69.601{c). NECA is also required to calculale monihly pool revenue distributions
based an the access revenue, demuand, and cost data reported by ineniber companies, fd., §
69.605(a); reimburse “cost” comparies for access expenses Lo the extenl their reported coals
exceed their reported revenues, id,, §§ 69.607-.610; and disiribule the pool “residue”™ or retumn on
investment, in accordance with FCC rules, id., § 69.605(d).

10 47 C.F.R. Parts 32 and 64.

" 47 C.F.R. § 64.901, et seq.; see alse Separation of Costs of Regulated Telephone Service

from Cosis of Nonregulated Activitiee, Report & Order, Order, 2 FCC Red. 1298, (1987), aff'd
sub nom., Southwestern Bell Corp. v. FCC, 896 F.2d 15378 |\D.C. Cir. 1990).



Under Cammission rules, NECA member companies inust utilize account 4340, Net non-
current deferred operating incoine laxes, la retlect “accumulated deferred federal income taxes
resulliug from differences in taxes computed using booked depreciation expense calculated on a
struight line basis, and laxes paid to the IRS that result from use of acceleraled deprecialion
methods.”? According lo NECA, “Because laxes paid under accelerated IR S depreciation
methods are presumably lower Lhan (axes calculated using booked (straight-line depreciution
melhods, there should normally be a positive (credit) balance in acconnt 4340, represenhing the
difference between regulated taxes calculated for revenue requirements and 1he lower taxes
actually paid to the IRS.”"

However, for 2 variely of reasous, negative balances may oceur in Aceaunl 4340, which
results in a deferred lax asset. In fact, Innovalive’s financial resulis reported negutive bulances in
Account 4340 for the years 2004 and 2005, "

NECA 1ook the pogilion Lhat lhe Conunission’s Part 65 rules did not permit negative

balances in Account 4330 (deferred (ax asset) because, according lo NECA, it “could have Lhe

12 Memoerandum froin Carol A. Brennan and Richard R. Snopkowski, NECA, 1o General
Conlracis ut al]l NECA Member Companies regerding Negative Balances in Account 4340 Net
Non-Current Detlerred Operating Income Taxes (Aug. 8, 2006} (“NECA Angust 2006
Memorandum)” {copy ahached as Appendix E).

I I

14

The deferred tax balances reported in Innovative’s criginal cost study and USF flings for
the years 2004 and 2005 were incortectly reported based on amounts applicable 10 Innovative’s
local jurisdiciion. Tn addition, 2004 data iunilially were incorrectly reporied as deferred tax
ligbilities. These reported amaounts were corrected 16 reflect Innovalive's actual interstate
jurisdiclional armaunts in the cost study and USF dala provided to the Audilor in the course of the
USAC audit process. The comrection to reflect deferred tax asset balances using Innovative’s
inlerslule jurisdictional amountys i2 consistent wilh and directly related to the Audilor’s
adjustment to reflecl accumnlated depreciation balances using lunovalive’s interstate
jurisdiclional amounts — an adjustment USAC accepled. Appendix A {Report on Follow-up to
Examinalipn HC-2007-382, M¢Bride, Lock & Associales Independent Audilors' Report, daled
Seplember 21, 2009, at 4-3 - FINDING 3: REVISED FILINGS AND ERRONEOUS
REGULATED BALANCES).



"% As a result, “pending further clarification from

enomalous effect of increasing the rale base.
the FCC,” NECA adopled a policy thal required negative balances in Accounl 4340 to be
adjusted 10 a minimum of zero for pool and high cost loop reponing. Consistent wilh this policy,
NEC A disallowed negative balances in Account 4340 from Innovalive's cosl study and universal
service fund filings end reporied zero deferred taxes in Inmovalive's fAlings with USAC.
However, after consulting willy the Commission, NECA changed its palicy regarding
Accounl 4340 negalive balances. Specifically, on March 9, 2007, NECA issued guidence
(unbeknownst to [Inunovative at the time) which indicated that, based on “informal guidance™
from Commission staff, NECA would permil merber companies to “recalculate their rate base
amounts to reflect negative Account 4340 halances™ and to use the resulling adjustments for
purposes of NEC A pool settlements as well as TCLS and High Cosl Loop support.'® In fune
2007 (again vabeknownst to Innovative at lhe time), NECA permitied companies affected by ils
“former practice of allowing only posilive balances n Aceount 4340 1o recalculate their rate
base anounts associated with regulated activilies lo reflect negative Account 4340 balances.”"’

Thus, for purposes of Lhe lime period that was the subject of the audit at issue, NECA accepted

negalive balances 1n Accounl 4340 in rale base calculations for ICLS and High Cost Loop

supporl pl]rpﬂﬂﬂﬂ.m

12 Appendix E (NECA Augusl 2006 Menorandum al 1).

16 Appendix C (Memorandum fram Carol A. Brennan and Richard R. Soopkowskl, NECA,
to General Conlracts at all NECA Member Companies regarding Negalive Dalances in Account
4340 (March 9, 2007)).

17 Appendix D (Meinorandum from Carol A. Brennen and Richard R. Snopkowski, NECA,
to General Cantracls at all NECA Member Companies regarding Negative Balance Adjustments
te Account 4340 (June 13, 2007) {emphasis added)).

'* [nuovative has no record of having received either the March 2007 or June 2007

correspondeuse from NECA and or any instruclions, verbal or otherwise, from NECA personuel
regarding its change in policy. Indeed, when NECA conducted s review of lunovarive’s 2006



On behalf of USAC, the Avdilor conducted an Improper Payment Inlormation Act
{"1PIA"} perfortnance avdit of Innovative for the year ended June 30, 2007, Among other
findings thal are nol art issue here, the Auditor found that Innovative originelly reported
accumnulaled depreciation and deferred lax assets using Innovalive’s Jocal Junsdictional amounts
and that, based on then NECA palicies, did not include negalive balances in Account 4340, Net
non-current deferred operaling income taxes. in originally reported data for ICLS and High Cost
Loop supporl purposes. As the Auditor noted, "'[t]he carmier was instructed by NECA that a
deferred 1ax asset should not be reported in the rate base since it was an upward adjustmenl 1o the
rate base.”!? However, because NECA subsequently changed ils policies regarding negalive
balancea in Accounl 4340, the Auvditor recommended thal Innovative “repori the deferred tax
asset balance ag reporied 1w account 4340 and as separated throngh the Parl 64, Parl 36, and Parl
69 cost sludies for the applicable High Cost Program filings.”*” The Auditor's recommendnlion
regarding the reannent of Account 4340 is entirely consistenl willy NECA policies and
guidelines in etfect dunng (he nudil period, and the Auditor's praposed adjustnent for the
recoguilion of deferred (ax assets was compuled based on amounts spplicable for Innovalive’s
interstate jurisdictional reporting.

Neverlheless, USAC did not accept the Audilor’s rccommendalion regarding Acconnl

{Conlinued . . .}

cost stndy in the fal] of 2007, NECA's representatives did not advise Innovative of the change 1o
policy Unl would have permitied Innovative 1o reporl negalive balances in Aceount 4340,
Innevalive did not leam about NECA’s chenge in policy regarding Accouni 4340 until 2008, ai
which hime, in consulinbion with the Auditor, Innovalive determined thal the most
administratively ctficient manuer to address the issue was to subinil 2 correcied cost sludy and
USF data through (he USAC audil process.

19 Appendix A (Reporl on Follow-up 1o Examinalion HC-20K7-382, McBride, Lock &
Associates Independent Audilors’ Reporl, dated September 21, 2009, at 3 - FINDING 2;
DEFERRED TAX ASSET).

0 Id.



4340, In its Management Response to the audit, USAC disagreed with the Auditor's
delerminntion that & negative balance (deferred tax assel) in Account 3340 is allowseble for
purposes of determining ICLS and High Cost Loop supporl. Acconding to USAC, Innovative
“ncted consistent with the direction of NECA, the Panl. 36 Collection Ageut and Coimnon Line
Pool Administrator for the period in question. USAC does no! act conirary to NECA guidance
and/or NECA administrative policies concemning treatmeut of deferred taxes withont guidance
from (he FCC.™!

III. ARGUMENT

The Commission should reject USAC’s erronecus determination regarding the: Lreatmeni
of a negative balance {deferred 1ax asset) in Account 4340, USAC’s apparent beliel thal
NECA’s policy in efTect during the andit period (July 1, 2006 through June 30, 2007) was to
allpw cnly positive balences (ligbilities) in Aceount 4340 for ICLS and High Cost Loop support
purposes is simply wrong. Indeed, in its writlen guidance issved in March and July 2007, NECA
made plain that negative balances (deferred tax asset) in Accoun! 434¢ were pennitted and
expressly allowed wenber companies to recalculate their rate base amounts associated with
regulated inlersiale activities to reflect such negalive balances.

During the audil, consistent with the NECA policies and guidelines referenced zbove
(and attached 1o this Pention), lunovative provided the Auditor with corrected coet srudy and
USF daln in support of the inclusion of the Company’s interstale deferred lax asset balances for
all relevant perieds, The Auditor agreed with Innovative’s position o this issue and
recomnended, consisient with NECA's policies and guidelines, that Innovative melude all

appliceble interstate deferred tax assel balances for ICLS and High Cost Loop support purposes.

2 {d. (USAC Managemenl Response to HC-2007-382, dated March 22, 2010, al I, Finding
1.



Mot surprisingly, Innovative’s response to the Anditor on this issne was o concur with the audit
Andings.

According lo USAC, it is not at liberty to “act conlrary to NECA guidance and/or NECA
administralive policies concemning treatment of deferred laxes without guidance from the
FCC."” However, while paying lip service to NECA guidance and policies, USAC inexplicably
either ignored or overlooked them in deciding lo disregard eppliceble inlerstaie deferred lax asset
balances for Innovalive in determining the Company's ICLS and High Cost Loop supporl.
USAC’s decision is impossible 1o square with the puidance issued and policies ndopled by
NECA in March and July 2007 thal ICLS and High Cosl Loop support for menber coinpanies
should be calculated by incorporating all applicable interstate delerred Lax asset balances.
Linportantly, NECA issued this guidance and adopled these policies afier consulting with the
Coimnission on the proper treatment ot negative balances in Aceounr 4340

Cousistenl with NECA’s guidance and policies and the Auditor’s tindings, [nnovative
should be entitled 1o incorporale all applicable interstate deferred tax asset balances for [CLS and
High Cost Loop support purposes tor the audit peried. Thus, the Commission should reject

USAC’s delerminalion to the contrary.




[v. CONCLUSION

For the foregoing reasons, the Commission should reject USAC’s determinalion
regarding the (ccatment of negalive balances in Account 4340 and instuet USAC to calculate
Innovalive’s ICLS and High Cost Loop suppori during the audit period incorporating all

applicable juterstate deferred tax agsel balances for lunovalive.

Seplember 28, 2010

WILEY RE]N LLP
1776 K Street, NW
Washinpton, DC 20004
{202) 719-7000



CERTIFICATE QF SERVICE

I hereby cerify that on this 28th day of September, 2010, I caused copies of the foregoing
Request for Review By Virgin Islands Telephone Corp. d/b/a Innovative Telephone of Decision
of the Universal Service Administrator 1o be served upon Lhe following party by lirs(-class mail:
Umiversal Service Administralive Company
Attention: David Capozzi, Acling General Counsel

2000 L Street, N.W., Suite 200
Washinglon, DC 20{56




Belore the
FEDERAL COMMUNICATIONS COMMISSION
YWashiogion, D.C. 20554

In ilie Matler of

Request for Review by

Yirgin lslands Telephone Corp. d'b/a
Innovative Teleplione of Decision of
Universal Service Administralor

CC Dockel No. 96-43

B e

DECLARATION OF JOYCE A. CAMPBELL

[, Joyce A. Cainpbell, do hereby, under penalty of perjury, declare 2nd slaie as [ollows:

1. My name is Joyce A, Campbell. 1am g cenified public accountant and am employed by
¥irgin [slands Telephone Corp. dbo Innpvative Telephone (“Innovalive™) as Coptroller
- lntemel Audit/Sepamuons/Plant. in that capacily, | am (amiliar with the cost studies
and related information thar Innovative files wirh the Universal Service Administrative
Company {(“USAC"™) and the National Exchange Carrier Association, Ine. {(“NECA")in
conneclion wilh fedecal universal service support. ! alse am familiar with 1he audit
conducted on behalf of USAC regarding lonovalive's compliance with the requirements
ol the Federal High Cost Universal Service Program for the period from July 1, 2006
through June 30, 2007,

2. In accordance with Commission rales, 47 C.F.R. § 54.721(b), I have reviewed the factual
wiserions sel forth in Innovalive's Petition for Review and hereby centily that such

faciual asserlions are Lme and correct to the best of my knowledge.

o £,

}4::4 . Campbell
DHIMNTM-@M
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Beport on Follow-up 1o Examination HC-2007-382

Yitelco-Innovative
SAC 643300

Far the Year Ended Tune 30, 2007

HC-FL-042
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EMAL: M BRICELCET Y £ AMTHLINK, HET
CEMTIFIER PLIBLIC ACCIRINIANTS

PCBRIDE, LOCK & ARECCIATES

INDEPENDENT AUDITORS® REFORT

Wayne Scott
Vice-President, Internal Audit
Universal Service Adminisirative Company:

We have compieted a performance aodit of Vitelco-lonovanve SAC 643300 Examination HC-2007-
382 (the “Benehciary"™) during the vear ended Jume 30, 2007 in supporting the effective and
efficient implemeniatior. af the USF program end i help ensure ihgt entities recsiving support (USF
“participapts”} are in compliance with program rules and reguletions. Specifically, this review
achieves the following ohjectives: .
¢ To assess compliance wilh the Rules of the revised USF Suppon Mecheniem ealculation
provided by the Beneficiaries 10 UUSAC in the form of revimd USF Forms or other

carreapmdence;
¢ To evaluete the related amounts of USF distursements made hased on earlier filings of USF
Forms, a5 compared to those, which would have boen made based on the revised filings or
other oommespandence, a3 calculated disbumsements for recavery by USAC.
» [dentify areas for improvemsnt in participants’ compliance with applicahle law,
Our audil was a performance mudit conducted in eccordance with Government Auditfng Standards
ismeed by the Comptridler General of the United States. Those standerds require thal we plan and
perform the audit tp obtain sufficient, approprisie evidence lo provide n reasonable basis far our
findings ahid conclusions based on our audit objectives. The scope of the engrgement included
performance of such procedures, s we oouvidered necessary in the cirenmstances ta provide
reasonable basis for our assessment.

The procedures and associated findings are ae fnllows:

b Stope, and |

McBnde, Lock & Associales was initially engaged in 2008 1o conduet a comnpliance atestation
examinstion of Vitelco-lanovative's suppart paymenis for the year ended June 30, 2007, Because of
the mandated completion daic esablished by the Improper Poyments information Act, we were
unable to obtain and process sufficieni evidential matter 10 ensure camphiance with applicable
requiremenls. Therefore, the scope of our efforls was not safficient to enable us 40 express an
opinion an whether Viteico-Innpvative complied with the requirements relative o the support
paymeots otade from the High Cost program. This performance audil provides a completion of thase
efforts,

A listing of the spexcific methedology used in Behieving the objectives is included in the Appendix 1o
this report.



Andit Resnlts

The items diseussed in this report are based upon our review of the carrier’s operstions and test of
processes as listed above. Our review was more limited than would be neceasary to express an
opinion on the carmier’s USF program compliance as a whole. Based npou the processes tested, it is
our opinion that the carrier is in compliance with USF program rules and regulatians, except as
foliows in the Detniled Audit Findings.

Dedailed Andit Findings
FINDING 1: DETAILED SUBSCRIBHER LISTING

Criteria:
Pursuent te 47 C.F.R. Pad 36.601(h) a rural carrier must submil toe NECA the uumber of working

loops for each shudy area This would include an inberent oblipation to accurstely report the
informalion needed for NECA, as well as, maimaining sufficient documenlation to suppori the
information provided to NECA pursuam to 47 C.F.R, § 32.12(b).

Condition:

The carmer provided detailed subseriber line counrs that did not support in lotal the Category 1.3
loops that were reported on the HCL data collection forms as of December 31, 2004 and December
31, 2005, The databases provided supporied 1,633 less loops than reported for Decemnber 31, 2004
and supported 1,201 [ess loops than reparted for December 31, 2003,

Cause:

The carrier did not maintain an adequate archived copy of the loop counts that were used to populate
the data callectiou forms for HCL.

 Effect: _
The loop counl variences resutied in an underpayment of the $330,429 for HCL suppert for the year

ended Tune 30, 2007.

Recommendation: '
We recommend thai the camier archive loop counts reported to NECA for High Cost Program

Support.

Carrier Response:
Vitelco loop counis reported to NECA for High Cost Program Support reflect the subscriber loop

quantities as of the end of the twelve-month reporting period in compliance with NECA’s USF Data
Collection Instructions for Dara Line 040 (j.e. that armual USF data collection periods are for (ke
tweive-months ending December 31). A summary copy of the period-ending Service and Equipment
billing report thal is the source for loop counl infonpation is maintained by the Company in n hard
copy form.

In practice the Company mainlmns electronic records only for the three billing cycles used as the
basis for customner billings. The dates of these cycles do not cerrespond to the period-ending dales
specified in USF data collection instructions. For testing purposes USAC auditors request electronic
recards from the Company which, by definidon, will correspand only to the billing cycle daies ased
by the Compeny. Cansequenily, any subseriber chum thut occurs between the period-ending date



and the billing cycle dates for which electronic records are maintained will resuit in vanances in
subscriber loop counls.

FINDING 2: DEFERRED TAX ASSET

Criterla: .

Pursuant to 47 C. F.R. Part §5.830 (a)(1) “The following items shall be deducted from the interstale
rate base. {1) The intersiete pertion of deferred taxes (Accounts 4108 end 4340)." This would imply
that a negative deferred tax lLiability should be deducted fiom the rate base for Interstare Cammon
Line Revenue Requnement development purposes.

Condition: :
The carrier had 2 deferred tax asset as of the calendar year ending December 31, 2004 and December
31, 2005, The iotal of the regulated asset was $16,290,996 and $18,353,763 for 2004 end 2005,
respectively. The baleace was excluded fom the Part 36 and Part &9 separalions shudy compiled for
calendar year 2004 end (he 20081 HCL filing. Additionelly, the 20{05-1 HCL filing reporied
$3,437,451 as a lizbility instead of an asset Thiz represented the book value of the lax asset as of
December 31, 2004 based on Lhe local jurisdiction depreciation rates which differ from the interstate
deprecration rates used io determine regulaled depreciation expense and reserves.

Canse: _
The carrier was instructed by NECA thal a delemred lax asset should not be reported in the rate base

since it was an upward adjustment o the rate base.

Effect:
The cammier was underpaid ICLS suppord since (he deferred tax assel was nol in the common line

Tevenue requnement calculation. A monetery effect was determined for ICLS purposes by
calculating (he deferred tax assel and applying the allacation factors represented in the Part 64, Part
36 and Part 69 seperations compiled for the year ending December 31, 2004, The effect determined
an approximate underpayment of ICLS $883,954 for the 2004 true-up. Additionally, the celculated
deferred tax assel balances were inserted into the 2006-1 and 2003-1 HCL filings. An imderpayment
of $1,934,890 was calculated [or HCL suppost for the year ended Jime 30, 2007.

Recommendntion :
We recammend (hat the carmier report the deferred lax assel balance as reported in account 4340 a;d
as separaled through the Part 64, Part 36 and Part 69 cost studies for the applicable High Cost

Program filings.

Caorrier Response;
Viteloo concurs with this section.



FINDING 3: REVISED FILINGS AND ERRONEOUS REGULATED BALANCES

Criterin:

Pursvant o 47 C.F.R, Part 36.611, “...each incumbent local exchange carrier (LEC) must provide
lhe National Exchenge Carrier Association (NECA) (esteblished pursuant to part 69 of this chapter)
will the ipformation listed for each study area m which such incumbent LEC operales...” This
would incinde an inherent obligetion Lo accurately report the information needed for NECA, as well
as, maintaining eufficient documentation to support the infermation provided to NECA pwsuant to

47 CFR. § 32.12(b).

Condition:
When reconciling the Part 64 repulated balances to the Part 36 cost studies for 2004 and to the 2006-

1 and 2005-1 HCL tilings, il was found that the belances originally reported did oot agree to current
miormation available.

Cause:

The carrier did a review of plant in service and associated depreciation expenses and reserves and
found that the depreciation expenses and reserves were not zppropriate. The depreciation
adjustments made were the resull of the following three issuves:

1. Approximately $225,000 in depreciation ewpenses oripinally recorded for central office
equipment were reclasaified to cable and wire facilities in calendar year 2005,

2. An incomrect amount was reported for intersiate-related depreciation expenses for aerial cable
asseta af the 1990/1991 vintages: An adjustment af $4,550,000 wes removed from cable and
wire fecilities deprecizlion expense in 2005. An additional adjustment of $4,554,000 for
depreciation expense and reallocation of cost of removal for the 1990/1991 vinleges of
51,279,000 was made in 2004 creatitg a net adjustment of $3,271,000 in expenses.
Correction for Uus issve affected deprecialion expenses and depreciation reserves reported
for Lhe period; and

3. Calculations used to develop 2004 average depreciation reserve balances for inlerslate cost
study and USF reporting purposes erroneously mcorporated peginning-yvear deprecianion
reserve halances related Lo the reserves [or locel jurisdicton purposes. The otiginal regulated

~ reserve bnlance was reported as $193,531,000 and the revised reserve balance was snpported
as $225,631,000.

We understand that the carrier was waiting unlil completion of the USAC IPIA round two audil to
submit Lhe revised 2006-1 HCL filing. The carrier did not revise the Part 34 and Part 69 cost studies

" for 2004 or compile revisions for the 2005-1 since il was outside the window allowed for revision.

Eilfect:

The supported regulaied balances were inserted inlo the applicable HCL filing and resulted in an
overpayment of $4,332,186 for the year ended June 30, 2007. The supported reguleted balances were
inserted jnto the part 36 inputs and allocated to mterstate and common line based on corrent factors.
Ths resulted in e $2,074,389 overpayment for the 2004 ICLS true-up.



Recommendation:
We recommend Lhat the carrier ensure Lhat the regulated balances are approprialely reported on HCL
filings and are enlered inio the Parl 36 cowt shudy separalians,

Carrier Responge: _

As reported in the McBride draht, the monetary impact of Finding 3 on the HCL 20051 excludes the
effect on operaling laxes of the exclusion of $4,550,000 in depreciation expenses. The atteched
spreadsheet “Finding #3 2005-1 Operating Taxes Effect’ calculetes the appropriare Operating Taxes
input tor Row 650 of the 2005-1 USF Dam Collection Form. The Sgure should be as shown above
and as demonstrated in the sitached Excel worksheet “VITELCO USF 2005-1 Audit Finding #3
2.4.10° Also, the 2004 ICLS monetary impact i3 incerrect and Lhe fignure should be as shown above
and as dernonstrated in the atached Excel worksheet“VITELCO ICLS USAC Finding #3 1.26.10"

Auaditer Comment:

The effec of this fuding as initially stated was inodified lo include incressed operating tex expense
based on increased net income caused by the reduction of $4,550,000 in depreciation expense for the
2005-1 HCL fling. The [CLS effect was modified due 10 an incomect calcalation.

FINDING 4: ADVISORY FEES

Criteria:

Purruart tn 47 C.F.R. Part 32.27(c)(3), “"All services received by a carrier from ite affiliale(s) that
extst solely to provide services to members of the carmier’s corporate family shall be recorded at fully
distributed cost™ '

Cnndition:

The carrier is charged advisory fees from their holding corparation based an six percent of operating
revenwe. The carrier did an internal review, after he fact, of the fees assessed to ensure that they are
appropriately charged brased oo fully distribuied cost of the bolding company.

Canse:
The carrier's holding corporetion charged a six percent fee basad on gperating revermes for services
provided.

- Effect:

Advisory fees of $5,235,000 sod 3$5.053,000 were allocaled to the cammier for 2005 and 2004,
respectively. Such ullocation procedures do not ensure that the assigned costs are based an fully
digtrivuced costs.

The carrier provided an inlernal review lo ascerlain whether advisory fees were representative of,
and no prealer than, fully disiributed costs. Qur review of the inlernel analysis indicgted thar the
assigned cosis were representative of and no greater than fully distributed costs.

Recommendation:
We recommend thet the canter modify its procadures 10 ensure Lhat the advisory fess assesssd are
equal to the actual fully distribuled costs of Lhe advisory services provided by the corparate perent.

Carmier Response:
Vilelco concurs.



FINDING 5: DEPRECIATION EXPENSE

Criteria:

Pursuant ta 47 CF.R. Part 32 3100(a-c} & camier must record in the Pat 32 account 3100 the
depreciation expense charged o Part 32 account 6561 and wpon refirement of assels, eccount 3100
shouwld be charged with the onginal cost of the property redred plus the cost of removal and crediled
with sajvage value and any insurance proceeds recovered. This would include an inherent obligation
lo ensure Lhat accomululed depreviaion recorded would not exceed the value of Lhe plant assete
unless depreciation rates are et to incorporate Lhe cost of removal.

Condition:

A comparison was performed between Lhe plant balance and the associaled accumnlmed depreciation
balance to determine whether plant asset groups were over deprecialed. The comparison fndicated
five regulated asee? proups thal were deprecinted in excess of the plant balance and associsted net
salvage factor. The tatal amount of reserves in excess of planl in service was $4,664,000 and
$3,527,000 for 2004 and 2003, respectively. Additionally, we noted two asset gronps in which there
were ng plant belances; hawever, there was an eccomulated depreciation halance.

We reviewed the deprecistion schedules for December 31, 2004 and 2005 to ensure that the
deprecialion rates applied were eppropriate end clerically accurale. However, the audit could oot
validate the asset balances per vintage year wilh the information provided. The beneficiary
depreciztion schedales are maintained by vintage year. An analysis was performed to determine if
the planl halances by vintage year agreed lo the December plant in service balences for 2004 and
2005%. In 2004 the plent cemplales, which were used (o papulate the HCP filings, slaled a total plant
in serviee baelance of £296,67545]1 and lhe depreciation’ schedules provided s balance of
$286,740,174. The variance was 384,723 which is an emor rate of 0.02%. This difference was
immaterial to tolal plant in service.

The same analysis was performed in 2005, The plant templstes used to populate the HCP filings
slated n total plant in service balance of $291,849,728 end the depreciation schedules provided a
balance of $221,767.242. The variance wes 382,436, which is an error rete 0f0.03%.

Yariauces also exist betwecn asset classificelions when companng the depreciation schadules wilh
the plant tempiates. The monetary efiect of the variances was immaterial wheu inserting Lhe
demeciatinq schedules aupported balances into the applicable HCP fliugs.

Depreciation expense per the trie] balance was $24,534,683 and $20,322,082 lar 2004 and 2005,
respectively. Given lhe volume of deprecialion expense. each year the issuea mentianed zbove could
resull in an erroneous supporl paymeut that could be materal.

Cause:

The carrier had inadequaie procedures to ensure that Lhe depreciable asset balances nl the end of each
fiscal year reconcile (o the planl in service balance per lieir financiala. 1n addition, the carmier did
not adequately ensure that accumulated depreciation for the asset groups did vot exceed the plant
balances altar consideriug salvage and cost of removal. Appropriate depreciation schedules were ual
maiulained ihat support balances reporied on the lnal balence.,



Effeet:

The audil did an enalysis on the account balances in which the carrier excessively deprecisted the
asset. The eicess depreciation expense of $478,000 and $736,000 was removed and sccumulaied
depreciation was then adjusted for 2004 and 2005, respectively. The cormected deprecitlion expense
and reserves were inserted inta the applicable high cost fotms The effect resulted in an overpaymeni
ot $30,531 for ICLS suppact for calendar year 2004. Additionally, an underpayment ol 589,706 was
calculaled for HCL support for the year ended Tupe 3G, 2007,

Recommendation:

We recommend implementing conlinuing property recards that record additions and retiremenls
within one sysiem tv ensure that the plant balances reconcue o the Anancial stalements and e
corect bolances are beinp weed for the calculation af depreciation expense, We also recommend that
the carrier implement procedures 10 ensure thet Assst groups are nol depreciated in excess of the cost
of lhe assel. Additionally. Lke carmier should ensure that the plant balanced used for the application of
the depreciation rates should agree 10 CPR records and the Part 32 accounting records.

Carrier Responae:

As reported in the McBride draft, the monetary impact of Finding 3 an the HCL 2005-1 excludes the
effect on opemting axes of the exclngon of $250,000 in depreciation expenses. The attached
spreadsheel “Finding #5 2005-] Operating Taxes Effec!” calculates the appropriate Operating Taxes
tnpul for Row 650 of the 2005-1 UISF Dz Collections Form. The cotrect amount of revised USF
funding is calculaled in the attached Excel worksheet “VITELCQ USF 2005-1 Audil Finding #5

2.4.10,

As teported in the McBrde drafl, the wnonetary impact of Finding 5 on the HCL 2006-1 excludes the
effect an opcrating mxes of the exclusion of 325000 in depreciation expenses. The atteched
spreadshect ‘Finding #5 2006-1 Operating Taxes Effect’ calculates the appropriate Operating Taxes
input for Row §50 of the 2006-1 USF Data Collections Form. The cormrect amount of revised USF
tunding is calculaled in the altached Excel worksheet “YITELCO USF 2006-1 Awdit Finding #5
24140

The monetary impact of these two corrections on total HCL fupding is shown above.

Also, the 2004 ICLS monetery impect is incorrect and the figure should be as shown above and as
demonstrated in the attached Excel worksheet"VITELCO ICLS USAC Finding #5 1.26.10°

Aanditor Comment:
The effect for the HCL support as initially stated was adjusied o reflect increased axes due to

reducrion of depreciation expense. No adjustments were deemed necessary for ICLS support es
snggesled by carrier,

This report is imtended solely for the information end use of Universal Service Administrative
Company, the FCC and the Carrier and is oot intended to be and shanld not be used by anyone olher
thian these specifled parties

McBride, Lock &issnciﬂlcs _
September 21, 2009
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Reaults of Previons Audits
+ Discuss statue of prior audit efforts and the impect of those results and status of areas
completed with the Beneticiary. :

Detecting Fraud, Iilegal Acts and Abuse
v Doamment in Lhe work papers any sigmficant issues of non-compliance, potentizl fraud or
irregularnities, abuse or other problems jdent/fied during the engagement.

Deliciencies in Iuternal Contrel, Frand, or Abuse
* Docoment findings, deficiencies and/or olher mabters revulbng frons e procedurss
performed in a Summary of Findingt Docunent.

Repurting Views of Responsible Officiale

* Conduct backpround checks on the key exenuives and mianegeinent of the Beneficiary who
heve signed the inemagement assertions end who are recopoized from correspondence as key
officials in Vitelco and obtain writlen coniments on 2ll fiudingy from nenagement of the
Beneficiary.

General
¢ Determine thut affilietes identified are booked in nan-regulated affiliatey to support non-
regulated imcome

Carriers Eligible for Universal Servies Suppart
Review the following to ensure that the carier ia eligible for USF:

» Provides all services designated as required for eligihility under 47 C.FR Sec. 54.101
# They are offering the supparted services pursnant tp 47 C.F R, Sec.54,101.
¢ Ublain 8 Jis1 of services offered and compare o reqnired services iu 47 C.F.R. Sec, 54,101

» The benehciary properly advertised the availshility of services and charges therefore using
mexlia of general distribution as required nnder 47 C.F.R Sec. 54.101.

¥1l. ICLS & HCL

» Determine examination requirements for each funding quarter under review by examining
the Beneficiary’s ICLS and HCL disbursement data for the examination period July 1, 2006
to June 30, 2007,

« Confinn thet the actual annual data {financial deia and line count data ulilized in Block 2
calculations) agrees (o the Form 509 dala obtained from the Beneficiary,



Reconcile:

¢ Un-sepanited dollar emounts used in the applicable Part 64 cost allocation input to the
General Ledger and o (he audivd Fuancial Stalemients and require the deregulated
arnounts 10 be able Lo reconcile Lo the audiled financials.

¢ The regulaled amounts included it the Form 509 to Lhe cost study outputs,

Retalculate Carrier Common Line Revenue Requirement{CCLRR} as per FCC pnidelines
by tracing the Revenue Requirement(RR) from the Part §4 cosl allocation study and cost
study workpapers (o Part 36 Separation Study apd then to Part 69 Separation output.
Confirm thal the CCLRR agrees to the emount reporied on Form 509.

Absess:
¢ The Part 59 separation methodelogy.
o The Part 36 separation methodology.

Oblzain an understanding and evaluate of (he process and pmocedures around the filing of
Form 508.

Examine the Beneficiary’s supporting documenianion and ensure that the projected common
line revenue requirement and revenue data (CCL, SLC, etc) are reasanable and adequalely

supporied.

QObtein an updated CAM conlaining the Parl 64 allocetion methadolagy bised on FCC
guidelines for and ensure that jt s reasonable.

Review and nssess the reasonableness of the Beneficiary’s Part 64 allocation method used.

Delermine the base factors used in the depreciation calculation.
Delennine and evaluate the process used to handle asset retirements.

Camplete the materialily analysis for all accounts included in the Form 509 and identify all
of the matetial accownts toc additional testing. Expand and finalize all other malerial account

damples previously tested.

Review and aessess lhe reasonableness of (he calculation of the Cesh Working Capilal
{(CWC), Make additional inquiry if the LAG factor used is greater than 15 days or 0.041096.

QOblain an understanding of Ihe methodology and categonization of the COpereting taxes and
of Wet Non-cumenl Deferred Operaling Income Taxes. Assess reasonableness of

methadology.

Agree ihe dollar amount &nd confom thar the calegonzation of the supporting
documentation into ihe appropnale Operaling Taxes and of Nel Non-current Deferred

Operating Income Taxes account.
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Complete the review of lhe depreciation expenses recorded. The degreciation calculation
lias been moditied substantially from the initial cosl study submission and is considered a
high-risk ilern because of the depreciation rales used and the inadequacy of the Property
recards. Enqure that the deprecialion raies aud expenses recorded are reasonable. Confirm
that the comresponding accumulated depreciation is properly recorded in the General Ledger.
Confinn (hat the deprecialion rates are authorized by the Virgin [sland’s commission or the
FCC.

Reconcile Lhe Property record to the COE accounl balance in the General Ledger and to the
Parl 64 Study regulated balance.

Evaluate the “COE Tolal Company Summary by Exchanpe” or similar worksheet

Using current COE sthudy reconcile the Cat 4.13 investmen! celculeted in "COE Tolal
Cempany Summary by Excliange” or similar worksheet above to the Cat 4.13 m the form
filed.

Document the difference in the C&WF balance and the account balance in the General
Ledger. Request that Viteleo perform a docomenled reconciliation. Test the reconciliation,
Far unsupporied or un-reconciled amounts, provide an adjnstment 1o e General Ledger.
Review the supported balances of the C&WF shudy and eny additional supparling
documentation for reasonablensss, relevance, accuracy, correct categonzatian and allocation

of costs,

Re-perform calculation in the base year study far 1 sample ronte selected end note if the
study 18 rzasonable.

If Vitelee chose Lo freeze allocation factors (Yr 2000) obtan currﬁ'pundmg communication
to the FCC communicating the freeze.

Obeerve whether the reaultent data malches the deta filed for Cosl Study Average Ceble and
Wire Facilities Cat. 1- Total Exchange Line C&WF in the forms filed.

Assess the reasonableness and reconcile (he SLC Revenue reported on Form 509 to the SLC
Revemue included m the [ncome Sleternent and to the appliceble Form 49%-A.

Recandile the total SLC Revenue reported on tbe EC 24 month view to the Form 509.
Randomly select a sample Hom the applicable year and obiain the support for the SLC
amount reported on the EC 24 month view for (he selected months, For the selected months,
request the end user billing. Reconcile the reported reveuue on Wi EC 24 monlh wview for
(he selected months ro the end user billing support oblained.

Assess (he ressonebleness and reconcile the CCL Revenne reporied on Form 309 1o tre
CCL Revenue included in the Income Statement and to the Form 499-A.

Recancile the tolal CCL Revenue reported on the EC 24 Monll View Lo ICLS Form 509.
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Randomly select a sample from the applicable year and abtain the support for the CCL
amount repotted on the 24-inonth view lor the selected monlhs, For the selecled months,
request the corresponding CABS Billings. Reconcile the reparted revenue on the 24-month
view for thie selected months to (he CABS billing support ohtained.

Regancile the total End-user Subscriber Line Charges, End-user ISDN Port Revenue and the
Special Access Surcharges reported on Form 50% Lo ihe Income Stalement and the EC 24

Monll: View.
Evaluate and review uncollectible halances.

If the End-user SLC, End-user 1ISDN Port Revenue, Special Access Surcharges and/or
Common Line Revenue on Form 509 are zero, confirm there are no End-user S1.Cs, End-
user 1SDN Port Revenue, Special Access Surcharpes, and/or Common Line Revenue on the

source documentalion.

Projected dala- Assess apd evalvate the reasonableness of the projected data filed by
cowmpering the projected amounts te the True-up amoants.

Complete Lhe lests of P‘rup-eﬂ:.r Records peraining lo work ornders, invaiues, capitalized
labor, metenials and swpplies, and indirect costs,

Determing the amaunl of unsupported or inappropriate amoants included in the Property
Recond.

Observe whether the resutiani data maiches the dats filed for Cost Study Average Cable and
Wire Facilities Cat. |- Total Exchange Line C&WF in the formis filed.
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USAC

Unferrsal semvice Adminfmtive Conipany High Cast and Low Incame Division

USAC Managemenl Aeaponse

Cale- March 22, 2010

Subjec!: Impreper Paymenl Imormalion Act {IP1A) Audil of Ihe High Cost Frogram of
Yieloo- Innovative, HC-FL-042, Follow-up Augit to HC- 2007-382

USAC managemen hae reviewed Iha IPIA pedormance audil of Yilelco-Innovalive (tha Carrier”),
SAC 643300 The audit irm McBnide, Lock B Asecciates has issusd racommendalions in its
lolfow-up audi reper. Cur responss 1o he audil is as loNows:

Flnding 1

Condilion;

The camier prvided delailed subscriber line counis thal did nel supper in iolal tha Category 1.3
Izops thal wera reported on |ha HCL dala collaction Iorms as of Decembar 31, 2004 and
Decambar 31, 2D05. The deteba3as providad supported 1,633 lass lvops than reported lor
Dacembar 31, 2004 and seugporad 1,201 bk loopa 1han raported lor Dacamber 31, 2005,

Managemenl Response:
LUSAC High Cosl manageman! concurs with tha audimr. Failure 1o submil accurdle line counl

dala rmay resull in incorrent payments from the USF. It |5 tha obligation of & carrar 1o ansure that
it i3 providing accurate date consislent with FCC rules.

While LISAC managemen! understands 1hal quanarly and annually repored data are often
reperied consislent with & carrier's Lilling cycle, and 1hat reporting basad on billing cyclesis &
standard induslry practice and typically results in a de ménimis vanance from data reported as of
the month end. 1he practice is neverthelsss contrary 1o FCC rules. USAC managameant reminds
the Caurier 10 submil dala under Parl 26 of the Commission's rules consisient with the Part 38
deadlines, and thal it is the Carrier's rpspensibilily 10 ensure the accuracy of the reported
infgrmation.

Einding 2

Condition:

The carrier had a deferred 1ax assel as ol the calandar year ending Degember 31, 2004 and
December 31. PO0% The tolal of the regulaled assel was $18,200,595 and $18,353,763 for 2004
and 2005, respectively. The balanca was excluded from the Part 36 and Part 88 separations
study compiled lor calendar year 2004 and Ihe 2008.1 HCL filing. Addltionally, tha 2005-1 HGCL
filing reportad $3,437.451 as a hability inttead ol An assal. This repressenled (he book value of
the tax asset as of December 31, 2004 based on |he local junisdigtion deprecialion rales which
differ from the interstale deprecialion rales used 10 delermine regulaled deprecialion expense

and reserves.

Managemanl Aesponse:
USAs disagress with the auditor linding. Tha Carrier acled conslstant with the dirsction o

NEGCA. tha Parl 36 Dala Gollacticn ageni and Common Line Paol Administralor for lhe period in
fueslion. USAGC does not acl conlrary 1o NECA guidance andior NEGA adminislrative policies
concerning realmerd of delferred |axes wilhoul guidance rom the FOC.

Ne further aclion is requirsd of the Carrier concerning Lhis finding.
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Finding 3

Condillon:

When recandgiling lhe Parl 84 regulated balances 'o the Part 36 cosl sludies tar 2004 and 1o lhe
2006-1 and 2005-1 HCL [ilings. i was Ipund lbal Lhe balances crginally reparled did nol egree lo
cumant iMormalion available.

Management Response:
USAC High Caost managemen| concurs wilh the audilor. Failura 10 submil accurale financial dala

may result in incorrecl paymenls rpm Iha USF. 1 i% the obligalion ol a carnar 1o engure thal it is
providing accuraie data congistant with FCC rules.

As directed by lhe FCC, USAC is otligalad lo implement all recommendations arising [rom the
audils including recovary of funda 1hal may have been improperly disbursed lo bansliciaries.
Tharaiora, LUSAGC will recovar High Cosl support in lhe ameuni of 58,408,575,

Finding 4

Condition:

The carrier ig chargad advisory fees [rom lheir holding corporation based on gix percen| of
operating revenua. Thea carrier did an inlernai review, after the Fact, of lhe [2es assessed lo
ensura hal they are approprialely charged based on fully dislribuled casl of lhe holding company.

Managemen RAesponse:

USAGC High Cost managsimant concurs wilh lhe audilor. Failure 1o Bubmit accurate linancial data
may redult in neorrect payments (rom Lthe USF. [Lis the obligation of a carrier lo ensure {hal ii is
providing accurala dala cansislenl wilh FCC rules. UISAC noles thal the audilor's review of lhe
Carriar's intarnal raview “indiceted thal the assigned cosls were repressmialive and of no graater
than hulty disirbuled cosis.”

LUSAC recagnizas the Carrier has modilied ils processes relatad ta Lhig finding since bankrupley.

LUSAC nalas thet the audilor did nof quanlify a monetary efiect and did nol recommend recovery
ol lunds lor this fneing.

Fingding 5

Condiion:

A comparisen was percimed batwesn the plant balancs and the associaled accumulatad
depreciation balanca 1o deatming whether plant asset groups were over deprecialed. The
comparnson [ndicated five raguiatad asset groups that were depraciated in excese of the plarnd
balance and associated net salvage factor. The total amount of reserves in excess of pland in
seivice was $4,664,000 and $3,527,000 fgr 2004 and 2005, respactively. Addilionally, we noted
two azset groups in which there were no plant balances; however, there was an angumylaled
depreciation balange.

We raviewed the depraciation schedules lor December 31, 2004 and 2005 lo ensure lhal lhe
dapraciation rates applied were appropriale and clericeMy accyrate. Howaver, the audi cauld nat
validate tha asset balances per vintage year with lhe information provided. Tha baneliciary
depreciation schadules are mairtained by vinlage year. An analysis was performed ta determine
if the plant balances by vinlage year agreed to the December plant in sarvice balances far 2004
and 2008, |n 2004 the plani templates, which were usad 1o populaie the HCF filings, statad &
total ptant in service balance of $296,675 451 and the deprecialion schedules provided a balance
of $296,740,174. The variance was 364,723 which s an eror rale ol 0.02%. This ditfarence was
immaterial to total plant In service.

The same analysis was performed in 2005. The planl templaiat used lo populale the HCP filings
stated a lotal plant in service balance of $291,8439,728 and Ihe depreciglion schedulas providad a
balance of 291,787,242, The vanance was $82 486, which is an error rate ol 0.03%.
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Variances glso exis| belween assel classilicalions when comparing the depreciation schedules
with the planl lsmplates. Thea monelary elfect of the variances was immalerial when inserling lhe
depreciation schadules supported balances inla the applicable HGF lilings.

Deprecialion expense per the trial balance was £24,534 884 and $20.322,002 for 2004 and 2005,
respectively. Given lha volume of depraciation expense, each year lhe issues mentioned above
could rasull in an emoneous suppon paymenl Lhal could be malarial.

Menagement Response:
LISAC High Cosl manegemenl concurs wilh the auditor, Failure lo submil accurata financial data
may resullin incorrecl paymearts from tha USF. It is Lhe cbligalion ol a carrier {0 ensure |hal il is

providing accurala data consisien| with FCC rules.

USAC managemant diracls the Camier 1o implamant inlarnal controle necessary o review and
reconcile source documenlalion and reporied USF dala prior Lo submitial of USF dala, and
raquasts thal lhe Camier provide a dalailed update ol specilic correclive aclions no laler than 60
days afler receip| ol this managemen| response. [Please send o USAC High Cost al

heaudits@usac.org whan submitting this information.)

Audil Recaveary Total

HiCL ICLS Finding Tolal
Firiding 1 {$330,4290 - (£330,420}
Finding 3 4,332,186 2,074,369 8,408,575
Finding 5 {B9.708) J0.541 {59.175)
Mechanism Tolal £3,512.051 | $2.104.920 $6,016,971

This concludes the USAC management rasponse to lhe audil,
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USAC

LInivergal Serwice -"ﬁhlhwra[lwﬂmﬁmm ngh Cosl and Low Income Division

By Cenlified Mail, Refum Receipl Requested

July 30, 2010

Joyce Campbid)

Controller-imernal Audit/Plant/Separabions
Vitelco-Innavative

4511 Tutu Park Mall

51 Thamas. V1 0DBOZ

Re  Aclian ta be Taken Resulting from High Cost Audl of Vilelco-Innovalive (SAC 643300) Audit
Reporl HGFL-M2. Follow-up Audit o HC-2057 -382

Dear Joyse: Campbels

A fallow-up audit of Vilelco-Innovative far Study Area Coge {SAC) 643300 was conduched on
behalf of the USAC Infenal Aucd Division {LAD) and the Federal Communications Commissnon
{FCC) Offica of Inspecior Genaral (OI1G) for the period July 1, 2008 through June 30, 2307. The
final report from Ihat Iellow-up was sent i the company an Juty 28, 2010

Ag is USAC's policy with adverse or disclaimer opinions, the lollow-up gudi! was required to
quanity Ihe monetary effect of audil HC-2007-382 conducted by McBrde, Lock & Assaciales.
The effect quantified will reawlt in 8 recovery of %5, 016,971 of High Caost suppon lor SAC 543300,
Plaape relar 1o lhe audit repon tor details on the funds being recaveraqd. USAC will recovar these
funds rom your Octobear 2010 High Cosl support paymenl, which will ba disbursed at Ihe and of
November 2010,

Cansistent with currenl administralive practice, if the recovery amount exceeds he company's
disbursement for that month, USAC will continue 1o offset the remaining recovery amount balance
againsl subsequent High Cost supper disbursements uniil auch time as the full amount is

. recovered, |Fnecessary, USAC reseives the nght 1z invoice and collect any remaining amounts
owed

As is the casa wilh any dacigion of the USF administrator, you hava the righl ko appeal Lhis
decision dirgcy 1o the FCC pursuant b 47 C.F.R. § 54.718. The appeal inusl be fled within 50
days of lhe date of this (etter as required by 47 C.F R § 54.720(a} and musl canform o the Rling
requirements f 47 C.F.R. § 54.7¢1, Addiiona! infermalion about the FCC appeals process may

be found at htig ihwww usac. ori/he/pboutdiling-appeals aspx under “OPTION B."

Sinceraly,

Cragy Dawis
Director. High Cost

2000 L Streel, MW Suls 200 Weashinglon D2 20036 Vojce 02 TP pZo0  Fay 202,778 0080 wwwusac.org
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NECA

BA Bauth JoMNorson Road
Whippany, NJ 0TS0

Carol A Braanan Yolce: 318934401
Yice Presidant Fau- BJ0 551-1328
Industy Ralatons - Wil E-nil glwennaineca. mg
Richard R. Snophow ski Yoicm: 373 2548119
Yica Presiden] Fas: 907 226-E5E2
Indusiry Reladions - Easl E-mail: mnopkaneca,om

Macch 9, 2007
lo: (General Coniacls al all NECA Member Companies
Subject: Negative Balances in Aceounl 4340

Last Angusl we communicated with you regarding negative balances in Account 4340. The reasons
negative balances might occur in this sceount are complex. To prevent Accounl 4340 balances from
increasing the rele base NECA allowed anly posilive balances for reporting purposcs pending
clarification from the FCC,

Since lhen we have had several discussions with FCC stalf on this subjeci. They recenlly provided
us with informal guidarce that the Commission’s Part 65 rules do not necessarily prohibit upward
adjustmenls Io the rale base reflecling negalive balances in Account 4340,

In conformance with FCC staff views, NECA will Ltherefore permit alfeeled conpanies Lo recaiculate
(Lieir rale base amaunis 1o reflect negalive Account 4340 balances. Resulling adjusiments will affect
NEC A pool settlements as well as ICLS, LSS and High Cost Loop suppan amounts.

FCC stalf clarified they were nol expressing an opinion on Uie validity of negative balances in any
carrier’s accounts, only that the Part 65 rules do not support an aulomatic lunittion oo upward rate
base adjustments. All carrier accoumling data. acluding entries thal cause negative halances Lo ocour
in Accounl 4344, musl continue o be in compliance with applicable FCC 1uies aud regulations, and
must be certified by an officer of the cornpany. In addition, FCC saft has requested that NECA
review with them maleriel carrier adjusomnents prior 10 inclusion in USF dala subinissions and peel
reports. [n conjunclion wilh this, camers with material negalive balances may be asked by the
Commission o explein the reasons for these balances.

We appreciate your palieuce while we woarked with member companies, mdusiry experis and Lhe
FCC on Lhis issue. 1fvou would like lo make chanpes to previously-adjusied Account 4340 daw ar
have olher questions, please contacl your Repion Member Service Tcamn lor fortlier assismnee.

Smecrely,

co: Authonyed Congullants

Eanalarn Raghon HMldwaat Heglon PacHlc Region Feulhera Asglen  Soulbweslem Fagion  Waitem Hegion  harth Caatral Reqian
PH BOD-22M-63%  PH B00-323485  FHBOD-FEI-0895  PH MM-F23-7T51 PH BO0-351-%053 PH 1. 2o2.2007 FH #-228-0180
Fx BOO-Z2E-0563  FX BOQ-A23B402 P COQ-ASM-BASF  F'w SO7R-%5 13050 F BO0-Tra-2481 F¥ BOC-551-1328 F¥ BO0-387-50348
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NECA-

afd Scuth JeNareon Road
Whippany, NJ 07281

Carol A Brennan Voica: J03-8% 14402
Wice Prasident Fox. G0 551-1328
Indugiry Ralalions - Was| E-mall. chiwnnaEneca.arg
Richard . Snopkowski Voice: B71-084-B319
WVice Fresident Fax AQQ 2258563
Induslry Redations - Easl E-mail mewpkad@neca.org

June 13, 2007
TO: General and Pooling Contacls et Select Cost Compames

SUBJECT; Negative Balance Adjustmenls to Account 4340

Fnu can nﬂm&dgﬁw _ " ' ik,
As we indicated in our Mﬂ.rch 9 2{]{}'}' letter compamm affected b}f NECA’s former praclice of

allowing only positive balances 1n Account 4340 mey choose to recalculale their rale base amounts
associaled with regulaled activities 1o reflecl negabive Account 4340 balances. Adjustments will
effectl NECA pool settlements as well as Interstate Common Line Support (ICLS), Local Swilching
Supporl (LS8) end High Cosl Leop (HCL) support amounls.

Adjustments processed by NECA
Some companies did net veluntarily make adjnstments to negative Account 4340 balances and

NECA subseguently overrode the data. We will reverse all the negafive Account 4340 cost study,
setllernents, and HCL overndes we've made to your deta including those outside of the 24-month
wmdow. 1f thas applies o you, you do nol need to subinil the information as described in the rest of
this letter.

Contact your Memboar Sarvice Manoger
It 1& extremely wnporart that you work closely with your NECA Region Member Service Tean (o
adjust Account 4340 halances you previgusly submilted with a zero balance. These adjusimenls will

apply Lo coat :rady, settlementa and USF as descnbed below.

¥ ou will not be able ta make adjustments directly m the NECA Syslems for periods outside Lhe
normal timeframes, You will ueod w forward prior period adjustments, which are limited to
negative Account 4340 revigions, to your NECA region office. Please see Lhe altached lable of
important due dates, This is the only opportwiity you will have to make adjustments to Account
4340 amounts autside the 24-month window. New cerlifications are required to make ihese pricr-
penod adjustmeuts. In addilion, suppering documentation such as audited hinancial reports st be
provided to support any adjustmenits.

Eastern Regilan Micwast Reglon Pacific Ragioh Southern Aeglon  Soudhweslem Region  Wasiain Rpgion  Nerth Caniral Reglon
FH &800-228-E308  PH 800-303-4051  FPHAO0-223-8405  PH 800-223-7751 PH B0 519003 PH BO-AYE-150 2 PH BOOF 280 18}
FX BO0-225-8533 FX BO0-323-834072 FX BO0-354-5853 FX BK-551-3038 Fx 800-T74-2481 FX BCX351-13zZR Fia B 367T- 50540



Cost study adjustments
+ Revisions to cosl studies previously submitied with a zero ainount for Account 4340 should
be subinitied to your NECA Region Office.
* A sipned cost study certificalion musi be submilted for euch cosi sludy being revised lo
reflecl these adjustments.

Setilement adjustmnents
+ Sertlement adjustments outside the 24-manth window musi. be submitted lo your NECA
Region Office on signed 1050 forms for entry (o the settlemunis system.
» For any adjusimest!s iaside the 24-monih windaw (currently June 2008 through June 2007)
and going forward, you may wput adjustments Lo setilements and centifv es you normally do.

USF High Cost Loop adjsstments
» USF HCL adjustments musl be submitied to your NECA Regioa Ofhice for entry to the USF
System.

¢  Affected HCL submission pericds are 2002-x through 2006-x,
» A signed USF certificetion for each sibmission period changed must be submitted with Hiese

edjustments.
FICLSASS adjustments
s We will prepare revised ICLS and L83 data lor your review egud certification prior to filing
wilh USAC,

* We expect to send the revised data to you for your review no later than July 31, 2007,
» A signed certification for the revised data musi be submitted to your NECA Region Office.

Again, we have attuched a table of important dates for your reference. We strongly encourage you
Lo coutact your Region Member Service Team to discuss this matter.

Siicerely,

Attachment
co: Aulhorized Cansanltanis
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B0 South Jaffarson Road
¥Whippany, NJ 07881

Carel A Brannan Wolce: 1048583202
Vica Prasident Fax; 00 551- 1128
Induztry Ralkariong - wWesl E-mail; chrenna@mess arg
Richerd R. Snophovwshi Voica: ATA-A84 41149
Vice Presidem Fax: 800 220=-A55
induslry Rekaiona - Ead E-maii: renopko@necs orp

August §, 2006
Ta: General Cantacts at ell NECA Member Companies

Subjecl: Megalive Balances in Accouni 4340 Nei non—cwrent deferred
operaling incole taxes

As part of NECA’s review ol dats submissions for pooling and high cost loop support, we hnve
identified some instancer of neganve (debil) batances in acoount 4340 which 1s an account thel we
believe should normally have » posinve (credit) balance. This letter provides you with juformalion
on this, describes current NECA actions, and reminds you of your obligation to ensure your data is
in compliance with regulatory requirements.

As background. account 4340 15 intended (o represenl accumulaled deferred federal income taxes
resulling Irons ditferences in laxes computed wsing booked depreciation expense caleuiated an a
siraight line basis, and taxes paid 1o the 1RS thal resul) from use of accelerated deprectation wnathods,
Beesuce faxes paid under accelerated IRS depreciation meihods are presumably lower than taxes
calculsted using booked (straighi-line) depreciation methods. there shonld uormally be 2 positive
{credit} belance in accownt 4340, representing the dilference between regulated laxes calculated for
revenue requiremneuls and the lower texes actually paid to the JRS.

There is a concerm thal negutive amounts in account 4346 eauld bave ihe ancmalous effect of
iuncreasing Lhe rate base, Additionally, Lthe presence of uepative belanges in account 4340 raises
queslions regarding whelher dale is being reponed correetly and 1n accordance with regulatory
requirsinents.

NECA has had extencive discussious wilh member companies and their consuliauts regarding these
isues. Discussions have focused on deprecialion praclices, accounting reatmen) of Other Post-
Employmeni Benefils (OFEB) casts, and lhe effects nf mergers and acquisition ransacHons.’

NECA does not believe Part 63 rules parmil uegative balances in account 4340 1o increese the rate
base. Therefore, pending turther clarification from the FCC, we are requiring negative balauces Lo
be adjusted w a minimwn of zero for poal and high cosi loop data reporting. !t yonr company has a
ucgalive account 4340 balance, our reglon siaff will be in contaci wilh you reparding this matter.

' In 2004, a consulling fitm fGled a leter with e FCC requesting a declamiory ruling or inferprelation regarding zeveral
questions related w Account 4340, This request remains pending at te FOC By letler deled Aupust 8, 2006, NEC 4
has also asked the FCC ibr funher guidance on Lheze mancn.

Easlern Reqglan  Micwest Reglon Pacific Reglon Sovthdrn Reglan  Seuythwasmrn Reglon Wostern Region  Narth Cemiral Rugen
FHBOO-ZZA-B0GE  FH B0-3234853  PH A00-223-8435 PR EQ0-223.775) FH A00-351-8032 PH B0-8%2-3322 PH Bo0-223-11 b
Fx B00-228-8563  F BOP-A23-34G2  Fx B00-254-84852  FX 500951 -30M FX 00T 72461 FX BO0-551-1128 EX EO0-367-S05R



We also want 1o remind you it is important vour regulaled depreciation expense calculations are
reasonable and consisteni with regulatory requirewenis, which include use of a form of straight line
deprecistion and periodic review of depreciahon rakes consistent wilh regulatory and gencrally
accepted accounting praclices.

Shonld you have any queslions regarding thie, pleasc do not hesitate 1o call your repian member
3ervice MANAger.

Sincerely,

ce: Authonzed Consulenls

Eaxtarn Ragion  Midwist Reghon Pacific Ragion  S<mihern Kaglen  Southwesbern Region  Weslern Raglan  Marihy Cantral Region
PH AM0-228-5330 PH aim-323-4053 FPH BO0-F 2 =04 05 PH BO0-223-TT51 PH BM-351-9013 FPH B0-38- 3322 PH ENQZ ZB0180
F¥ BQO-T28-0563  FXM BO0-323-B407  Fa 300 M-0ET2 FXOGO0-551-3004 FX BA0-7 Ta-2481 FX EO0-551-1X28 FA B30 2575058



